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CENTRAL INTELLIGENCE AGENCY
O}¥ICE OF NATIONAL ESTIMATES Q%

20 Auzust 1957
STAFF MEMOR/NDUM NO. U41<57
SUBJiCTs Impending Fconomic Crisis in Indis#®

1. The possibility that India would fall substantially short of
the goals of its Secorxd Five Year Plan (1956-61) was considered in
NIE 51-56 ("India Over the Next Five Yeara"), dated 8 May 1956. So
‘were the grave economi¢ and political consequences of such a failure.
These developments, however, were discussed only as hypothetical alter-
natives ard no attamp? was made to assess the relative chameg for suc~

¢ceas or failure of tha Plan.

2. Developments in India during the past y@ai' now appear to us
to indicate that failure to achieve the key objectives of the £lan is
a probability and that, in the absecnce of additionallarge acale foreizn
aid, development of an economic crisis sufficiently escute to shake pre~
sent political stability is fairly likely.

3. The first yesr (April 1956-March 1957) of the Second Five Year
Plan has thrown into gharp relief the principal elements in the develop=

# This memorandum hae been discussed with OCI.
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ing economic crisis. These arves (a) a sharp rise in food consumption,
recuiring large unanticipated food imports, (b) inflationary problems
within India resulting from rising incomes and deficit spending, (¢) the
continuing rapid and unexpected decline in foreign exchange reserves,

and (d) failure to date to obtain additional foreim aid to close a

‘gap of about $1 billion between import requirements of the Plan and
foreign exchange estimited to be available during the Plan period. The
magnitude and consequences of the economic and political strains which
are developing as a result of the attempt to step up the pace of develop-
ment appear to have been underestimated both by the Indian Government

and by many Western observers.

Internal Problems

k. Food grain prices in India roaev by over 30 percent in 1956 and
the cost of living by about 11 percent. The hope that the country would
be self-sufficient in food at the end of the First Five Year Plan has
been proven unfounded, and the gzovermment has had to raise food grain
production goals during the Second Plan to 26 percent as against the
origzinal target of 15 percent. Whether or not it will be able--even with
favorable weather conditiocns~-to achieve these zoals while maintaining

the intensive pace of industrialization is doubtful. The government has
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also had to seek sources of additional food imports unanticipated in
the Second Plan. The population incrqpse of 5 million a year and a

rising rate of food consumption make it certain that any significant
shortfall in food requirements would be quickly reflected in further

pressure on prices and foreign exchange reserves.

Ss The inflationary trend is likely to increase in the next few
years. The scale of daficit financing, already large, is to be sub-
stantially increased, i.e. from $435 million in 1956-57 to $578 million
in 1957=58. The govermment has probably alr.ady gone as far as it can,
short of adopting coercive measures, to reducs consumer demand through !
& heavier lével of taxation on wealth; income, private expenditures
and government services than originally thought advisable. Coercive
measures, such an enforced grain deliveries or greatly increased core
poration texes, which the overnment may sventually fe.l forced ta
adopt, would be self-defcating under present plans since a substantial
part of the prolgramed aconomic growth depends on the maintenance of

incentive in the private secters of the economny .

The Foreign Exchange Problem

6. Closely related to the internal problemsis India's inereasingly
acute foreign exchange position. Under the pressure of heavy i-mpoxfts

of capital equipment st rising prices and continued large food imports,
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foreign exchange reserves fell by $722 million, from $1.566 billion

on 1 April 1956 to $6LL millioﬁ by 2 August 1957. They would have

been even lower were it not for a $200 million drawing from the Inter-

national Monetary Fund. The alarming aspect of this situation is that |
in the first year of tie Plan, India exceeded the drawdown on foreign | |
exchange reserves which had been programmed for the entire i'ive year

period, i.e. $420 million. Further foreign exchange commitments al-

ready undertaken are estimated at between $220 and $360 million.

7o The sharp fall-off in forecign exchange, in addition to curtail-
ing India’s flexibility in purchasing inports needed to support the Plan,
has grave internal financial implications. $8LO million of the tor.ign
exchange reserve is allocated by law as a currency reserve., The govern-
ment has recently had to breach this requirement under a provision of
the law permitting a temporaiy reduction of foreign exchange reserves
bacidng for the currency to $630 million in an emergemcy. Unless the
Plan requirements are modified or new large scale foreign ajd is ob-
tained, the $630 million minimum statutory level will probably also have
to be breached by the end of this year. Such action would probably leave
India with an inadequate working balance to cover seasonal fluctuations
in trade and could destroy business confidence both at Home and aboard.

8o The government has ziven higher priority to develoument projects
which "earn or save foreign exchangs" and has imposed stringent cuts

@1‘-
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in iiport quotas. Thess measures ars unlikely to be affective since
the prospects for increased exports over the next few years appear
generally unfavorsble and tue foreign exchange drain stems primarily
from import of capital equipment required for the development program
rather than from consumer items. At the same time, the government

faces greater damands for foreign exchange for military purchases to

'suppcrt the armed forces expansion program to which it is committed in
order to counter Pakistan's military development.

The Need for Foreien Aid

9. Under these circumstances, it is evident that impelementation
of the sssential cor_é of the Plan hangs on India's ability to ob-t#in
substantial additional foreign aid. To%al cost of the Plan is estimated
at $16.8 billion. Of this, at least $2.3 billion in foreign exchange
must come from putside sources. Projecting present levels of foreign
aid through March 1961, a gap of about $1 billion still exists.® India's
chances of £illinz this zap do not appear %o bs good. Several recent
explorations of public and privats credit sources in Europe and the US
have been unsuccessful, The USSR has already given India about $250

million in two long term loans., The sacond of ihese loans, however,
cannot be drawn on until 1959,

# In calculating this gap, India's anticipated export earnings during
the Plan period have already been taken into account.
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The Crisis

10. All of these factors add up-~in the absence of new large
scale foreign aid-=to the probability of a deepening ecorouic crisis
in India duwring the next few years. The Indian govermnment faces the
d.ileha of abandoning substantial parts of a development program which
it considers minimal to the maintenance of social and political stability
or of adopting increasingly severe coercive measures in an attempt to
attain its economic goalé under forced draft, thereby risking the very
social stability it is secking to foster. The Indians fear that pro=-
longation of the Plan would leave India in little betﬁer economic
condition than it is presently and that it would at the aamer time
destroy public willingness to accept present austerity as a necessary

prelude to future improvement.

11, Under these ciz_'cumatances, the govsrime:.t will probably con~
tinue most reluctant to abandon its economic goals and is likely to
continue with the main lines of the program, even to the extent of
Jeopardizing the maneuverability of the econcmy in terms of foreign
exchange reserves and inflationary pressurcs. Underlying this is the
strong belief in informed Indian circles that if the present economic
momentum is halted, India will not socn again achieve the unity of pur-

pose and leadership required to achieve its goals.
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The Political Consequences

12, Pepular reaction to the economic situation has alrsady buen
menifested and s ldkely to become increasingly bitter as the impact of
the govermment's financial difficulties is falt in daily life. The urban
workers and middle class, the most politically conscious groups in Indiaa
are already seeing much of their modest gains from the First Five Year
Plan wiped out to support a Second Plan, which seems increasingly unlikely
to be able to fulfil the promises for future betterment which have been
made to them. Orowing inflation will almost certainly fan the resentment
of the lower classes against those uho are better off as well as against
the overnment, and the govermment's influence with the labor movemente-

which has already threatened widespread strikes--is likely to diminish.

13. The psychological implications of such a situation are difficult
to aSsasée Speculation In both commodities and foreign exchange by cer—
tain elements in the business class ars probable as the economic crisis
decpens. A nedr-panic situation which could be manifested in wholesale
smuggling, the flight of domcstic capital, and the dryinz up of foreign
investment is conceivable. A bad crop \yaar-«-wtu‘.ch India®s past history
indicates is not unlikely within the Plan periocd--would throw the economy
into chaos. |
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1. Even excluding the possibility of a panic aitﬁation, the
political consecuences to the ‘pres.ent government of being forced to
abarkon its economic goals would be grave. A popular reaction against
Nehru and t.he Congress Party,who have frequently and uneguivocally
equated the Plan's success with their Swn future would be almost certain,
The result of this would be reflected in the 1962 elections and, perhaps
earlier; in civil unrest which would intensify India’s basic problems of
disunity, such as linguistic and caste conflicts. The most likely
beneficiaries of Congress' loss of power wouwld be the Communists, whose
chances of expanding the beachhead they already have in Kerala state
would be greatly improved.

15. In pschological terms, perhaps the most inportant result of
failure of the Plan would be that it would appear to prove that Communist
China had won the race for economic development with India and that its
authoritarian econonmic philosophy had produced more effective economic
development than India's democratic system. Indian COmﬁmnista and extreme
leftist political parties would find more popular supporf. for their
totalitarian economic doctrines. Other countries of Free Asia, which
have a far poorer economic base than India to begin with; might well con-
clude that the only workable path for economic development is that taken
by the USSR and Communist China. |
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Conclusiors and Recommendations

16. It is clear that India is facing a progressively more serious
economic crisis in its attempts to implement the Second Five Year Plan.
This crisis and the probable necessity of slowing down the pace Aof develop=
ment may be expected to have serious political consequences. Sirnce Indian
officials have made 1t clear they see the S as the only real hope for
solution to their problem, requests for large scale new aid will almost
certainly be forthcoming shortly--most llkely when Finance Minister

Krishnapachari visits Washington in late September,

17. US policy makers are awars of the general nature and magnitude
of India’s economic problems. A report by an interdepartmental study
group entitled "The Economiec Problem of India", dated 3 May, was submitted
40 Governor Adans by Mr. Clarence Randally, Chairman of the Council on
I'"oreign Economic Policy. OIR of the Department of State has more recently
published an Intelligence Report prepared in connet¢tion with the inter=
departmental paper (IR 7359, 12 July 1957). While both reports cover the
current economic situation in detail and provide background for consider-
ation of the expected i‘ndian request for aid, neither attempts to forecast
future developments in the financial crisis or to estimate its political

conseguences .

18, We believe that such an estimate would be of value to US policy

mekers and sugzest consideration by the Board of Natiocnal Estimates of
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the following courses of actions

(a) an approach to the Planning Board to determine whether
there 18 an médj.ate rquirement for an estimate of
the probatle cour;eé of develoament of the Indian econcmic
crisis and its political effects,

(b) 1in the sbsence of an immediate requimen't, preparation of
such an estimete early in 1958 under the regular prozgram as
an essential updating of NIk 51-56 ("India Over the lext

Five Years").
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